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) N Utility Reserves

Like any business, a municipal utility requires certain minimum levels of cash reserves to operate — these reserves
address variability and timing of expenditures and receiprs, as well as occasional disruptions in activities, costs or
revenues. In addition, as a public service provider, a municipal utility has a commitment to provide an essential
service at a certain standard. Therefore, protection against financial disruption is very important to a municipal
utility, even more so than it would be for a private sector or non-essential counterpart, This issue paper outlines
the nature and level of reserves that might be considered in the context of this mission. It then addresses the
interplay and management of those reserves as they affect budgeting, accounting and rate planning.

Though virtually all utilities maintain reserves in some form, the segregation of those reserves can vary greatly
between utilities. While a complete delineation of the functions of reserves is not always documented, the
underlying purposes remain valid components of reserve management. Further, as reserve objectives are
identified, the mechanisms for managing, using and replenishing those reserves become important elements of
financial management.

When evaluating reserve levels and objectives, it is viral to recognize that the value of reserves lies in their use. It is
apparent that a strategy that deliberately avoids the use of reserves negates their purpose. Fluctuations of reserve
levels merely indicare that the system is working, while lack of variation strongly suggests that the reserves are in
fact unnecessary.

1. Defining Reserve Components and Functions

Common reserve types include:

A, Operating iWorking Capital) Reserves

This is essentially a minimum unrestricted fund balance needed to accommodate the short-term cycles of revenues
and expenses. For rate modeling, it would be a minimum balance thar is maintained through rate increases as
necessary; for budgeting, it would be a minimum ending balance for the utility operating fund. For accounting,
the balance would simply appear as part of unrestricted cash and investments.

Operating or working capital reserves provide a "cushion” which can be used to cover cash balance fluctuations.
These reserves are intended to address both anticipated and unanticipated changes in revenues and expenses.
Examples of the former include billing and receipt cycles, payroll cycles, and other payables; examples of the latter
include droughts and other periods of low demand. It is often valuable to separate these two components
conceptually, as each is based on assessing a different requirement or risk. This discussion of operating reserves
focuses on working capital requirements related to monthly and seasonal fluctuations; the following discussion of
rate stabilization reserves focuses on annual revenue risk.

Target funding levels are often characterized in terms of a recommended number of days of cash operating
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expenses, with the minimum number of days varying with the expected risk of unanticipated needs — these are
likely to vary among the utilities based on the relative volatility of revenues and expenses.

Water utilities that recover a significant portion of their costs through volume charges exhibit greater seasonality in
their revenue collection and face a greater degree of revenue risk. Given that the expenses of a water utility are
largely fixed, operating reserves may be used to cover deficits in the winter months (when lower demand results in
lower revenues) until surpluses can be accumulated in the summer months (when higher demand results in higher
revenues). Target operating reserve balances of 45 — 60 days (12 - 16 percent) of operating expenses are common.

Sewer utilities rely to a far lesser extent on water volumes, and specifically exclude the most volatile irrigation
volumes from their rate basis. Therefore, sewer utilities do not require as much of a cushion — typically, operating
reserves on the order of 30 — 45 days (8 — 12 percent) of operating expenses are appropriate.

Note that operating reserves are not necessarily meant to meer all cash needs. For example, reserves associated
with debt repayment are usually kept in a separate debt reserve — this reserve, typically required by bond
covenants, provides a static reserve against inability to pay. An accumulating debt repayment fund also holds
accrual payments toward upcoming principal and interest payments. Given these features, it is unnecessary to
maintain operating reserves against debt repayment. However, if LACSD does not maintain such debr reserve and
repayment funds, it may wish to consider including the related debt repayment obligations in the expense basis
used to calculate operating reserves.

B. Rate Stabilization Reserves

A form of reserve that has gained broad acceptance and use in the recent past is a “rate stabilization reserve.”
Conceptually, this reserve is simple: deposit money in good years to have available to offset losses in bad years.
The reserve would be based on the potential revenue risk during a severe water year, such as a drought with
restrictions in use (demand curtailment).

The rate stabilization reserve is a restricted fund balance intended to be available to offset specific variations in
revenues or expenses. It would be established by Board action with intended uses defined. It is scructured 1o
provide rate stability by mitigating unplanned variations in revenues and expenses. For rate modeling, planned
deposits into the fund would appear as an expense, and use of the reserve would rarely appear in rate planning
(only when analyzing adverse conditions).

In the past, this reserve has generally been incorporated into the operating reserve. Many water utilities would
then maintain higher operating reserves, such as 75 to 90 days of expenses, to mitigate this risk. However, this
approach had some material limitations. Most notably, utility use of revenue bonds requires specific annual
financial performance (called bond coverage), which is measured on current revenues and expenses. For this
purpose, consumption of reserves does not count as utility revenue. A further concern was more one of perception
— the urility appeared 1o hold large reserves that could be perceived to be “excessive,” leading to resistance to
appropriate rate increases. In addition large fund balances have the potential risk of State takaways.

The rate stabilization reserve helps to clarify and inform policy-makers and the public on the purpose and level of
reserves. Specifying and quantifying the risk being managed enables an evaluation of the reserve level in terms of
appropriate protection against that risk.. This removes some of the ambiguity or subjectivity from the
consideration of reserve levels.

As an example, a review of an extended water consumption history (climate adjustment factors) allows for use of
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some simple statistical measures. The 95% confidence interval for poor water years (“one-tail” interval) is a 9.7%
reduction in sales volume, meaning that 95% of all warer years would be expected to exceed 90.3% of normal
sales. A review of the relationship of water sales volumes to revenues suggests a comparable revenue reduction of
roughly 10%. Normally, we would recommend a rate stabilization reserve equal to 2 times this factor, or 20% of
annual revenues. This reserve can commonly be 10% — 25% (or more) of annual rate revenues or be tied to water

conservation mandatory restrictions.

C. Capital Reserves

The capital reserve is generally set in place to cover the large costs of anticipated capital projects. Capital projects
include both repair & replacement and major capital projects. There are a number of ways that a targer level for
this reserve is established. Annual depreciation expense is frequently used to determine the minimum level of
funding that should occur if a utility is to fund the minimum amount for renewal and replacement. It is
important to understand thar depreciation expense is an accounting concept for estimating the decline in useful
life of an asset and does nor represent the current replacement cost. Therefore, an optimal balance may consider
an amount that is greater than annual depreciation expense to reflect the issue of replacement cost. Recognizing
the significant costs associated with projects apart from the repair and replacement activities of the utility is an
important component to setting a target reserve rarget. An alternative funding level to consider for this portion of
the capirtal balance is one-year of average capital costs less renewals and replacements. This is accomplished
through a review of the specific project costs thar are anticipated in the near future. These future projects can then
be pre-funded over time by setting aside designated annual amounts that will allow accumulation of the necessary
funds by the time the project is scheduled. This approach to the capiral balance is a method of attempting to level
out the capital funding requirements, thereby eliminating peaks and valleys in the overall revenue requirements.

D. Capital Contingency Reserves

In addition to protecting against variations in operating costs and revenues, it is prudent to establish and maintain
a capital contingency reserve to meet unexpected emergency capital outlays. While it would be impractical to
reserve against major system-wide failures such as an earthquake (utilities often hold insurance policies for such
catastrophic events), it is reasonable and prudent to identify and quantify possible failures of individual system
components. There are several ways to set the level of these types of reserves, including:

° Percentage of Utility Plant: As a rule of thumb, a utility may elect to hold a contingency reserve equal to a
percentage of the total cost of its fixed assets, usually 1% to 2% of asset value.

° Most Costly Piece of Equipment: Alternatively, a utility may predict the cost of replacing the most
expensive piece of equipment or facility that each utility relies on, such as its largest or most powerful
pump, or most expensive stream or highway crossing, and reserve an amount equal to the cost of a major
repair of that faciliry.

° Reliance on Other Reserve Resources: Many cities maintain “rainy day” funds as hedges against
emergencies or unusual circumstances. In such cases, extending the applicability of these funds to urility
emergency repairs could preclude the need for a separate utility contingency reserve,

° Use of Replacement Reserves: Essentially, the contingency reserve becomes a minimum balance in the
utility’s construction fund. If a replacement reserve has been separately funded, fund balances there can
also be relied on for this purpose. Again, this would avoid the need for multiple reserves when the
existing reserves can serve overlapping purposes.
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o Rely on Risk Management Provisions: LACSD's insurance policy may cover the cost for emergency repair
or replacement of utility facilities, in which case the sole issue would be timeliness of payment. However,
some policies may limit coverage to catastrophic events, and may not cover operational failures. For
example, a fire damaging a pump station may be covered; the motor burning our due to mechanical
reasons may not.

E. Bond Reserves

As previously noted, bond covenants often establish reserve requirements as a means of protecting against the risk
of nonpayment. A common reserve requirement is one year’s debt service payment — the balance held in reserve
for a particular deb instrument may be used to make the final payment on that debt instrument. A utility must
fully fund such reserves as required by bond covenant, loan agreement or by surety bond.

Utility reserves are intended to absorb fluctuation in revenues or expenditures without abrupt rate impacts. As
reserve levels vary, a policy structure can define the mechanisms for regulating those levels and returning them to
intended targets. The general objectives of these policy elements are stable and predictable rates and funding

sources, along with equitable recovery of costs from customers as they are being incurred (or accrued).
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